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Dr. Carole Cheatham, CPA 
Mississippi State University 
Mississippi State, Mississippi
"CRITERIA FOR DETERMINING 
MATERIALITY," Discussion 
Memorandum issued by the Finan­
cial Accounting Standards Board, 
March 21, 1975.
In the later part of May 1976 the Financial 
Accounting Standards Board is planning 
initial public hearings in connection with 
issuing a Statement dealing with the 
"Criteria for Determining Materiality". 
During the public hearing consideration 
will be given to the Discussion Memoran­
dum issued on the subject in March of 
1975.
The Discussion Memorandum indicates 
that while the exact "materiality" 
decision-making process varies, financial 
statement preparers and auditors have 
traditionally considered the following 
types of factors in reaching materiality 
decisions:
1. The economic, business and political 
environments of the business.
2. The nature and ability of a business 
management, the nature of operations 
and the manner of financing those opera­
tions.
3. The acceptability of accounting prin­
ciples being used and management's 
rationale for using those principles.
4. The potential effects of an uncer­
tainty.
5. The nature and circumstances of a 
matter and the effect the disclosure or 
nondisclosure would have on users.
6. The magnitude of and financial effect 
(current and potential) upon the trend of 
earnings and liquidity position of the 
business.
7. The determination of materiality on 
an individual item or on a cumulative 
basis.
After considering and discussing the 
concerns of investors and lenders and 
viewing financial statements in relation to 
the above factors, the Discussion 
Memorandum indicated that financial 
statements need to provide sufficient in­
formation so that: 1) risk and return can be 
evaluated and 2) business level and trend 
of operations can be assessed. In making 
such decisions comparative financial 
statement analysis is very significant.
Of specific interest in the Discussion 
Memorandum are illustrations of four 
levels of criteria for determining mate­
riality, one or a combination of which 
could be adopted in a Statement by the 
Financial Accounting Standards Board. 
The levels vary depending upon the de­
gree of specificity of the factors to be 
considered and mode of expressing the 
criteria illustrated as quantitative, non- 
quantitative or partly quantitative and 
partly nonquantitative.
The illustrations which were included 
as examples in an appendix to the Discus­
sion Memorandum, are summarized as 
follows:
1. General overall criterion, quantita­
tive — This criterion develops an overall 
rule specifying a quantitative amount that 
can be generally applied. For example, a 
matter could be deemed material if the 
ratio of its current or potential effect to a 
pertinent current financial statement 
amount equals or exceeds 5%.
2. General criteria — These criteria il­
lustrate materiality decisions which are 
made without quantitative tests and also 
show how general criteria might be 
framed in quantitative terms stated in 
ranges.
a. Nonquantitative criteria — An item 
would be deemed to be material if its 
disclosure or lack of disclosure would 
reasonably be expected to influence the 
judgment and actions of a well- 
informed investor or creditor. Under 
this criteria, matters could be disclosed 
even though the impact on the financial 
statements would be slight.
b. Partly quantitative and partly non­
quantitative criteria — Under these 
criteria, the materiality of a matter could 
be determined if an amount or its cur­
rent or potential effect exceeds or equals 
10% of a pertinent financial statement 
amount. If the amount or current or 
potential effect is less than 5% on a 
pertinent financial statement amount 
the matter could be presumed to be 
immaterial. However, if an amount or 
current or potential effect is between 5% 
and 10% the materiality of the matter 
depends on the surrounding factors and 
circumstances.
3. Criteria based on factors underlying 
or bearing on materiality — These criteria 
encompass traditional materiality factors, 
previously discussed, and include such 
items as environmental factors, enterprise 
related factors, accounting policies, uncer­
tainty, circumstances surrounding a mat­
ter and its characteristics, magnitude and 
financial effect, and cumulative financial 
effect. All of these factors are generally 
evaluated together and the importance 
placed upon any one is generally depen­
dent upon individual circumstances.
4. Quantitative criteria for special mat­
ters — This illustration of criteria demon­
strates the incorporation of quantitative 
tests for specific items or situations. The 
Discussion Memorandum included three 
examples. In each of the examples, which 
included accounting changes and extraor­
dinary, unusual and infrequently occur­
ring events and transactions, quantitative 
tests were applied on the specific matters 
and compared to appropriate financial 
statement amounts.
The final decision of the Financial Ac­
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counting Standards Board on defining 
materiality criteria is right now a matter of 
conjecture. However, emphasis on mate­
riality criteria by the Financial Accounting 
Standards Board, if combined with the 
continued consideration of theoretical ac­
counting questions and problems which 
would aid in the comparability of financial 
information between similar businesses, 
should improve the quality of financial 
information for users of financial state­
ments.
Robert J. Hyde, Audit Staff 
Touche Ross & Co.
Minneapolis, Minnesota
AUDIT AND CONTROL OF COM­
PUTER SYSTEMS, Elise G. Jancura; 
Petrocelli/Charter, New York, N.Y., 
1974; 355 pages, $13.95 (cloth-cover).
Audit and Control of Computer Systems, 
written by Dr. Elise G. Jancura, CPA, is 
written to provide auditors, both internal 
and external, with a reference for use in 
their audit of computerized information 
systems. The coverage includes both in­
house and contracted systems. This book 
is concerned with data security and con­
trol in computer processes, with changes 
necessitated in internal control because of 
computer processes, and with evaluation 
of the results of computerized activities. 
The author's intent is to discuss computer 
techniques and equipment from the con­
trol and audit perspective, assuming the 
reader has had exposure to computers, 
programming, and computerized infor­
mation systems as well as to traditional 
audit concepts. In addition, the author 
expresses as a goal the use of this material 
by EDP management or by a computer 
audit specialist as a reference for useful­
ness of concepts and techniques pre­
viously learned in audit and control of 
computer systems.
Chapter one contains an overview of 
auditing and its role in the business envi­
ronment; chapter two contains a review of 
electronic data processing. A detailed dis­
cussion of various types of control pecu­
liar to an EDP system is given in chapters 
three and four. Chapter five contains a 
detailed discussion, with examples of 
documentation of an EDP system.
The remainder of the book is written to 
the auditor and contains details concern­
ing review of internal control, peculiarities 
of an EDP environment, and the use of the 
computer as an audit tool with some detail 
on audit software packages. Further, a 
discussion is given concerning the audit of 
real time and other advanced systems as 
well as the audit of firms which use 
contracted computer services.
In the reviewer's opinion this book is an 
excellent reference on the audit of com­
puter systems. The organization of the 
material seems to jump from audit to 
computers and back to audit and a better 
organization might have been to consider 
topics from the auditor's view only and 
discuss details of EDP as they are needed 
by the auditors in the auditing process. 
However, this is not a major criticism 
because the topics are well marked and 
logical to a degree as presented. The book 
achieves its stated objectives.
There are few, if any, books in the 
market today which fulfill the objective of 
this one; and references on this topic are 
needed by anyone involved in the audit of 
EDP systems.
Dr. Dora R. Herring, CPA 
Mississippi State University
EFFICIENT CAPITAL MARKETS 
AND ACCOUNTING (A CRITICAL 
ANALYSIS), Thomas R. Dyckman, 
David H. Downes, and Robert P. 
Magee; Prentice-Hall, Inc., En­
glewood Cliffs, NJ., 1975, 97 pages, 
$8.95 (cloth), $5.95 (paper).
Do financial statements have an impact on 
market prices of corporate securities? Are 
capital markets responsive to financial 
data supplied by the accounting profes­
sion? Are capital markets efficient 
mechanisms capable of digesting available 
information and producing prices on capi­
tal funds which at any time reflect current 
demand and supply conditions? If the 
market is efficient, what implications does 
this have for accounting? These are some 
of the questions answered in Efficient Capi­
tal Markets and Accounting, one of the 
books in Prentice-Hall's “Contemporary 
Topics in Accounting Series."
In recent years numerous articles have 
been written on the "efficient market 
hypothesis." Professional journals such as 
Journal of Finance and Accounting Review 
have shown an abundance of them. Yet, 
reading only one or two of the articles 
often leaves the reader with little knowl­
edge of what is actually being discussed 
since most of the articles are highly quan­
titative and are usually directed towards 
examining only one aspect or implication 
of the hypothesis. Finally a group of 
authors have sifted through all of the 
sophisticated literature on the subject and 
have simplified, condensed, and sum­
marized the current body of knowledge in 
a book written in language that does not 
require a Ph.D. in statistics and mathemat­
ics to understand.
The gist of the efficient market 
hypothesis (EMH) is that prices are de­
termined by supply and demand forces 
under conditions approaching pure com­
petition. Any new information is instan­
taneously reflected in prices. There are 
three degrees, or forms, of the hypothesis. 
In the case of security prices, the weak 
form states that current prices fully reflect 
information implied by the historical se­
quence of prices; the semi-strong form 
asserts that prices fully reflect all publicly 
available information; while the strong 
form asserts that prices reflect all informa­
tion. Most attempts to prove the 
hypothesis have been directed towards 
proving the semi-strong form.
The majority of tests of market effi­
ciency have used NYSE securities prices. 
It can be proved that EMH will hold under 
conditions of zero transactions costs, free 
access to all available information for all 
market participants, and agreement 
among all market participants on the im­
plications of that information for both the 
current set of security prices and the 
likelihood of certain future security prices. 
However, since these conditions are not 
strictly adhered to in the securities market, 
the market may not be efficient. Many 
tests have been directed towards estab­
lishing violations of these conditions as 
being insufficient to cause the hypothesis 
in its semi-strong form to be rejected. 
Most proponents of the EMH concede that 
securities markets are not "efficient" in 
the strictest sense, but are sufficiently 
"efficient" to make the EMH a workable 
description.
The book is well organized. In Chapter 1 
the EMH is clearly defined and its various 
forms explained. The theory of capital 
asset pricing is also explained since some 
familiarity is required to understand tests 
of the hypothesis. Chapters 2, 3, and 4 are 
directed towards summarizing the re­
search and findings that have been ac­
cumulated on the subject. Chapter 2 con­
sists of a review and evaluation of research 
supporting EMH. In Chapter 3 studies 
which offer evidence contrary to the 
hypothesis are reviewed and critiqued. In 
Chapter 4 the limitations imposed by as­
sumptions underlying the models used to 
test the hypothesis are examined. Evi­
dence is presented explaining why results 
of current research may not be conclusive. 
In Chapter 5 the implications of the EMH 
for the accounting profession are exam­
ined. There have been some misun­
derstandings over these implications. The 
most frequently raised questions are an­
swered in this chapter.
Contrary to common practice, useful 
appendices are included. They are actu­
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ally handy references. In Appendix A the 
basic statistical techniques used in discuss­
ing testing of the hypothesis are ex­
plained. In Appendix B a concise explana­
tion of the most extensively used models is 
presented.
The book is recommended to anyone 
interested in the area. For those unfamiliar 
with the literature, it is easy to under­
stand. For those acquainted with the liter­
ature it is a handy reference publication for 
the library.
Dr. Leo R. Cheatham
Mississippi State University
"The Role of the Accountant in 
Investment Analysis," Richard P. 
Brief and Joel Owen, FINANCIAL 
ANALYSTS JOURNAL, Vol. 31, No.
1, January-February, 1975.
To study the role of the accountant in 
investment analysis is impossible without 
developing an explicit model. The first 
model developed was a pure one-period 
model in which the firm's life coincided 
with the investment horizon. The only 
information investors need in this one- 
period model was that which would ena­
ble them to make rational portfolio deci­
sions. The second model, a multi-period 
model, relates the prices paid by investors 
at any point in time to the firm's lifetime 
future cash flows.
The role of the accountant in a one- 
period model is to determine the firm's 
future cash flows, which investors require 
to establish equilibrium prices of securities 
and to allocate shares among themselves. 
The accountant would assist promoters in 
writing the prospectus by making state­
ments about the future cash flows. Interim 
reporting serves no purpose in a one- 
period model. The role of the accountant 
as it relates to “winding up" is not relevant 
to investment decisions.
In the multi-period investment model, 
the issue of the existence of a secondary 
securities market arises. The interim price 
or value of any firm at an instant in time 
will depend on dividend policy, initial 
wealth of investors, investor preference, 
etc. In this model, the accountant would 
provide investors with interim reports 
that furnish information about the future 
cash flows of existing firms.
Estimation theory inverts the traditional 
perspective in accounting by focusing on 
the problem of using interim reports to 
estimate cash flows over the remaining life 
of the firm, not by focusing of problems 
determining the true earnings of an 
interim reporting period. By dividing the 
life of the firm into subperiods, an accoun­
tant could better provide information 
about the firm.
The author states that the advantage of 
estimation theory is that it does not depart 
significantly from conventional, orthodox 
positions in accounting. It also provides a 
conceptual framework for reinterpreting 
traditional accounting which links the role 
of the accountant to the needs of the 
investor.
In conclusion and in agreement with 
Professors Brief and Owen, it is felt that 
the objectives of financial statements 
should be to provide the investor with 
information about the firm's future cash 
flows.
D. Richard George 
Graduate Student
Mississippi State University
MANAGEMENT CONTROL IN 
NONPROFIT ORGANIZATIONS, 
Robert N. Anthony and Regina E. 
Herzlinger; Richard D. Irwin, Inc., 
Homewood, Illinois, 1975; 355 pages, 
$13.95 (cloth).
The authors of this book divide all organi­
zations into two groups: (1) those whose 
objective is to earn profits and whose 
success is measured primarily by the 
amount of profits earned; and (2) those 
whose objective is to render a service and 
whose success is measured primarily by 
the amount and quality of the services 
they render. Management Control in Non­
profit Organizations is concerned with the 
Teaching Positions for Women CPA’s
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we are most anxious to attract full-time women faculty to our ranks. Minimum 
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other rewards that are commensurate therewith.
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latter group.
The statement is made that, to the best 
of the authors' knowledge, this is the first 
book of its type. The book is not concerned 
solely with accounting in nonprofit or­
ganizations or with organization theory 
and organization behavior of nonprofit 
organizations. Instead, the authors have 
chosen to concentrate only on the control­
ling function of management in nonprofit 
organizations. The planning function of 
management is touched on in chapters on 
programming (in the sense of establishing 
projects) and budgeting.
There are chapters that might be of 
specific interest to the accountant in­
volved in nonprofit organizations. Such 
chapters deal with the control structure of 
the organization in detail. The idea of 
interrelated sets of accounts, one con­
structed in terms of programs, and the 
other constructed in terms of responsibil­
ity centers is discussed thoroughly. The 
need for consistency between the two sets 
of accounts is emphasized.
One chapter of the book deals exten­
sively with the problem of pricing the 
services of a nonprofit unit. The authors 
hold that services should be sold, rather 
than given away, and that prices should 
be equal to full cost. The motivating influ­
ence of price, to both the client and the 
manager are discussed.
Other sections deal with the main steps 
of the management control process: pro­
gramming; budgeting; operating and ac­
counting; and analysis and acting on per­
formance. As a means of summary the 
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authors have listed practices that seem to 
them to account for the excellent man­
agement control they have found to exist 
in some nonprofit organizations.
This book could be very helpful for 
anyone involved in the operation of a 
nonprofit organization. Accountants are 
often asked to serve as board members for 
such organizations.
An active and concerned board of direc­
tors is a good point of beginning to im­
prove the management control system 
within a nonprofit organization. An or­
ganization with a good control system can 
be assured that its goals are being reached 
in an efficient manner and that its service 
is of use to those it intends to serve.
Management Control in Nonprofit Organi­
zations should be required reading for all 
members of government, particularly 
those involved with such mammoths as 
the Department of Health, Education, and 
Welfare, and the Department of Defense.
Bert Scott, Jr., CPA
Graduate Student
Mississippi State University
"THE MARKETING OF AC­
COUNTING SERVICES," D. Larry 
Crumbley, Ray Barnhardt, and 
Robert J. Boewadt, THE CPA JOUR­
NAL, Vol. XLV, No. 5, May 1975.
The main thrust expressed by the authors 
is that CPA's must become "client 
oriented." The first step is a determination 
of client's needs by a program of market­
ing research.
While informal client research may yield 
information as to a client's needs and 
wants, market research should provide 
data involving what client's want, what 
they do not like, and why they have 
changed accountants. Long-term client re­
lations will benefit from an analysis of data 
of this nature.
In some cases clients may not realize a 
firm can perform the service it wants. Ex­
changing views with lawyers, bankers, 
and other accountants provides useful in­
formation as to what these services might 
be and whether or not they should be 
added.
Once an accountant has located in a 
community, a marketing orientation to­
ward clientele should be adopted. The ac­
countant should attempt to create a favor­
able image among both present and possi­
ble future clients. This may be accom­
plished by accepting speaking engage­
ments before both accounting and non­
accounting groups; writing accounting ar­
ticles aimed at the public-at-large or 
specific business groups; and engaging in 
activities of civic, religious, or political or­
ganizations.
To enhance the marketing of accounting 
services, the accounting profession 
should continue to prepare films and 
pamphlets to inform the public about the 
services performed by CPA's.
It is the opinion of this reviewer that a 
marketing orientation toward clientele by 
the individual accountant backed by 
group public information and publicity 
programs by the accounting profession 
will result in not only a cultivation of new 
clients, but more longstanding relation­





(Continued from page 9)
Conclusions
The applications presented here are by 
no means singular. There is virtually no 
limit to the number of possibilities for 
application, except, of course, if one limits 
the number of processes in accounting 
practice. Multi-reciprocal consolidations, 
secondary overhead allocations, period 
budgeting, responsibility accounting, and 
variance analysis for costs are other 
suggested areas for matrix uses.
The advantages of the matrix models are 
basically two: (1) their compact and simple 
format, and (2) the ease of application. As 
long as there can be identified input and 
formulated transformations, any output 
report can be constructed through the use 
of matrices.
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Frequently, however, the correction pro­
cess involves a certain amount of manual 
checking, discussion with the operational 
department involved, or reconstruction of 
the data. In these instances processing the 
correct items is usually allowed to con­
tinue without waiting for correction of the 
error item. When the error is corrected, 
the corrected transaction can be intro­
duced into a subsequent or the next pro­
cessing cycle.
Failure to exercise control over the cor­
rection procedure can be a serious weak­
ness in a program for data control. There 
should be formal, carefully prescribed 
procedures to insure that once errors in 
data are discovered corrections are ef­
fected and the corrected data is properly 
reintroduced into the processing activi­
ties. One of the observations the auditor 
should make when reviewing a client's 
system of controls is the attention paid to 
the error correction program and to the 
assignment of responsibility for its im­
plementation.
Procedures aimed at determining the 
accuracy of data are equally applicable to 
batch systems and real-time systems. In 
both cases data relationships such as the 
internal consistency of fields within a 
transaction record, the consistency of the 
transaction record to the master record 
against which it is applied, and the exis­
tence or absence of required fields for 
particular types of transactions can be 
used to check validity, whether one is 
handling one transaction in a real-time 
environment or a batch of transactions in a 
batch-processing environment. The pri­
mary distinction between correction in the 
two environments occurs in the time 
frame during which errors are recognized 
and acted upon.
In determining how extensive the 
checking facilities should be in a given 
installation, its management should make 
a conscious effort to measure the expense 
to the installation of instituting certain 
controls as well as the expense to the 
installation if the errors that these controls 
are designed to prevent should occur. The 
optimum situation from an installation 
management point of view would be to 
provide controls to the point where the 
cost of the controls would equal the cost of 
failure that could have been prevented by 
those controls. This optimum control level 
may be further affected by legal require­
ments, but it does not excuse the installa­
tion management from recognizing the 
relative advantages of alternative opera­
tions.
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